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TAXATION - CORPORATIONS -TREATMENT OF TREASURY STOCK
UNDER THE MICHIGAN PRIVILEGE TAX STATUTE - The recent
Louisiana case of State v. Stewart Brothers Cotton Co., lnc.1 raises the
question of .the treatment of treasury stock 2 for franchise or privilege
tax purposes. In that case the state statute provided that the base for
the franchise tax was the corporation's issued and outstanding capital
stock, surplus and undivided profits.s Stewart Bros. Cotton Co., Inc.,
had an authorized capital stock of ro,ooo shares; in r93O it purchased
3,333 r/3 shares of this stock, and did not cancel the shares until r935.
The surplus, which was more than sufficient to allow the corporation
to purchase the stock in r93O,4 dwindled, and in the years I933 and
I934 the corporation had a deficit, if its capital stock was carried on
the basis of ro,ooo shares. In regard to the latter two years, the
Supreme Court of Louisiana held that the corporation must consider
the treasury stock as issued and outstanding for tax purposes, and pay
the franchise tax on the basis of ro,ooo shares, rather than allowing the
treasury stock to be deducted from the authorized issue and paying the
tax on a base of 6,666 2/3 shares.
Under the Michigan privilege fee, the base for the tax is the

{La. 1939) 190 So. 317.
z Where a corporation purchases with corporate funds stock previously issued
by it, such stock becomes treasury stock. Otsego Paper Stock Co. v. Brown, 230 Mich.
260, 202 N. W. 991 (1925).
8 La. Gen. Stat. (Dart, 1939), § 8722.
4 The Louisiana statute provides that a corporation can purchase shares of its own
stock only out of surplus available for dividends. La. Gen. Stat. (Dart, 1939), §
1

no3 (I).
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paid-up capital and surplus.IS The writer wishes to show that under this
statute any purchase of treasury stock will reduce the privilege fee to be
paid by a corporation ( unless the corporation has a deficit on the assessment date). Also the writer wishes to suggest possible interpretations
of this statute under the following fact situations: (I) where a corporation purchases treasury stock from surplus, and on assessment date
there is a surplus; (2) where a corporation purchases treasury stock
from surplus, and on assessment date, due to losses arising after the
purchase of treasury stock, the corporation has a deficit; (3) where a
corporation purchases treasury stock from surplus, and such stock is
preferred stock subject to redemption; and (4) where a corporation
redeems preferred stock from capital.
I.

• Any purchase of its own stock by a corporation reduces the amount
of the privilege fee to be paid by a corporation, unless the corporation
has a deficit on assessment date.15 This is true because the purchase of
treasury stock reduces the assets of a corporation. This can most aptly
be shown by taking suppositions balance sheets of two identical corporations, on assessment date, one of which has purchased treasury stock,
and one of which has not.
CORPORATION A (which has not purchased treasury stock)
Assets
Cash - - - $ 200,000
Other assets __ r,900,000

Liabilities and Capital
Total Liabilities------ 500,000
Capital Stock _______ r,000,000
Surplus
600,000

Total Assets --$2,roo,ooo

Total Liabilites and Capital -$2,roo,ooo

IS Mich. Comp. Laws ( I 929), § Io140, as amended by Pub. Acts (Ex. Sess. 193 3),
No. 13.
0 There is nothing in the Michigan tax statute which prevents a corporation from
purchasing shares of its own stock prior to assessment date, and then reselling them
after the assessment date is passed, and thus reducing its privilege fee. It might be
suggested that such a practice, if existing, could be defeated by providing that the
purchase by a corporation of its own stock a certain length of time before assessment
date would be disregarded for tax purposes.
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CoRPORATION B (which has purchased treasury stock)

Assets

Liabilities and Capital

Cash
$ IOO,ooo Total liabilities_
Other assets_ 1,900,000 Capital stock
authorized __ $I,ooo,ooo
Less: Treasury
stock;___
Ioo,ooo

Total Assets -$2,000,000

$ 500,000

900,000

Surplus ___ $ 500,000
Surplus used to
buy treasury
stock - - I00,000

600,000

Total Liabilities and Capital

--$2,000,000

In this example, Corporation A is subject to a privilege fee based
on its paid-up capital and surplus, which is $I,6oo,ooo, while Corporation B is subject to tax on a base of $I,500,ooo, the sum of its paid-up
capital and surplus. Thus it can be readily seen that Corporation B,
by reducing its total assets by $IOo,ooo through the purchase of treasury stock, likewise reduces the base on which the privilege fee is assessed
by $rno,ooo, thus reducing its privilege fee.
2.

Where a corporation purchases treasury stock from surplus, and a
surplus exists on assessment date, a question is raised as to how such a
transaction should be shown on the corporate books for tax purposes.
It is quite generally conceded that treasury stock is not an asset, and
should not be shown as such on a corporate balance sheet.7 Therefore
it should be carried as a deduction to an item on the liability side of the
balance sheet. Under the General Corporation Act of Michigan,8 it is
provided that the books of the corporation shall be kept so as clearly to
indicate the cumulative effect of purchases of treasury stock, either by
showing the cost of such respective purchases as a deduction from surplus or by classifying the surplus account in such manner as to show the
amount of surplus applied to such purchases. Thus, in complying with
this provision, a balance sheet of a corporation after purchasing treasury
stock might appear as follows:
Borg v. International Silver Co., (C. C. A. 2d, 1925) I I F. (2d) 147.
Mich. Pnb. Acts (1931), No. 195, § 1o(h), as amended by Pub. Acts (1935),
No. 194.
7

8
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Assets

Total Assets

$2,000,000

Liabilities and Capital
Total liabilities_
$
Capital stock
authorized _ $ r,000,000
Less: Treasury
stock ___
roo,ooo
Stock issued and
outstanding _
Surplus - - - $ 500,000
Surplus used to
purchase treasury stock _
roo,ooo

Total Liabilities and Capital

500,000

900,000

600,000

--$2,000,000

or like this:
Assets

Liabilities and Capital
Total liabilities_
$ 500,000
Capital stock _
r,000,000
Surplus ___ $ 600,000
Less: Treasury
stock purchased _ _
roo,ooo
500,000

Total Assets -$2,000,000 Total Liabilities and Capital

_$2,000,000

In computing the privilege tax on a corporation after the purchase
of treasury stock, we face the question whether the issued capital stock
or the issued capital stock less treasury stock shall be considered the
paid-up capital. In the above balance sheets, it would be $r,ooo,ooo
in the former case, and $900,000 in the latter. This question has not
been answered by the courts, and "paid-up" capital has not been defined
in the statute. In this fact situation, however, it is not necessary to
determine which amount shall be considered paid-up capital, for due
to the definition of surplus given in the statute it is immaterial which
figure is taken as paid-up capital as the base, for taxation shall be the
same. Surplus is defined as follows: 9 "the term 'surplus' as used in this
act, shall be taken and deemed to mean the net value of the corporation's property, Jess its outstanding indebtedness and paid up capital."
Applying this definition to the above balance sheets, the following
result is obtained:
9 Mich. Comp. Laws (1929), § 10143, as amended by Pub. Acts (1935), No.
102, § I.
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First, considering paid-up capital as $r,ooo,ooo:
Net value of corporation's property _
Less outstanding indebtedness___ $ 500,000
and paid up capital______ r,000,000

$2,000,000
r,500,000

Surplus
$ 500,000
The tax base is t h e n - - - - - - - - $r,500,ooo
-the total of:
Paid-up capital _ _ _ _ _ _ $r,ooo,ooo
Surplus
500,000
Second, considering paid-up capital as $900,000:
Net value of corporation's property_
Less outstanding indebtedness___ $ 500,000
and paid-up capital - - - - - 900,000
Surplus - - - - - - - - The tax base is then
$r,500,ooo

$2,000,000
r,400,000
$ 600,000

-the total of:
Paid-up capital - - - - - - $
Surplus

900,000
600,000

Thus it is seen that the tax base is the same, whether $r,ooo,ooo (the
issued capital stock) or $900,000 (issued capital stock less treasury
stock) is considered as the paid-up capital. Therefore it is unnecessary
to define paid-up capital for this fact situation.

3.
Where there is a deficit on assessment date due to losses after the
purchase of treasury stock, the balance sheet of such a corporation
would appear as follows:
Assets
Liabilities and Capital
Total assets _$r,400,ooo Total Liabilities
$ 500,000
Deficit__ 100,000 Capital stock
outstanding _ $ 900,000
Treasury stock_ $ roo,ooo
r,000,000

TotalAssets _$r,500,ooo Total Liabilities and Capital --$r,500,ooo

x940}
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In this situation it is absolutely necessary to define "paid-up" capital in order to compute the base for the privilege fee; no longer does
the :flexible definition of surplus take care of the situation, as there is no
surplus. Here we must face the question whether or not the purchase of
treasury stock reduces the paid-up capital of the corporation without
cancellation. Inasmuch as the same assets, cash or property were used
to purchase the treasury stock as the corporation received when the
stock was originally sold, it would seem to follow that it should be
considered as a reduction of paid-up capital. However the legislature
has provided that a corporation may purchase its own stock only when
it has surplus equivalent to the amount paid for the stock.10 This would
seem to indicate that the legislature intended that the capital stock of a
corporation should remain intact, and that the purchase of treasury stock
should not reduce the paid-up capital, but that it should only be reduced
by a cancellation of the same.
The courts have held that treasury stock is still issued and outstanding for franchise tax purposes.11 The reason given for this conclusion is that even though the corporation owns the treasury stock,
it represents the price in cash, services, or assets paid by the original
shareholder to the corporation in consideration therefor; and that the
corporation continues to use this consideration in the operation of its
business after acquiring the treasury stock where this stock was paid
for out of surplus. This argument would seem to apply equally as well
to sustain the position that "paid-up" capital was not reduced by the
purchase of treasury stock. Also such an interpretation is within the
policy of the courts in construing tax statutes. It is generally said 12
that a statute imposing a tax upon a corporation will not be construed
literally, if it is susceptible of any other reasonable construction, where
a literal construction would enable the corporation to evade taxation,
since statutes are always to be construed in accordance with the intention of the legislature and it is not to be supposed that the legislature
intends that taxation shall be evaded. Therefore, since policy, reason,
and authority would appear to support a holding that paid-up capital
was not reduced by the purchase of treasury stock, it is suggested that
in the above balance sheet the corporation would be required to pay a
franchise tax on the sum of $r,ooo,ooo, its issued capital stock.
10 Mich. General Corporation Act, Pub. Acts (1931), No. 195, § 1o(h), as
:imended by Pub. Acts (1935), No. 194. Accountants may not agree on the proper
form to show the effect of this legislative proscription in the last balance sheet. '!'hey
must, however, set up the balance sheet to give effect to the legislative provision.
11 Kemp v. Levinger, 162 Va. 685, 174 S. E. 820 (1934); Knickerbocker Importation Co. v. State Board of Assessors, 74 N. J. L. 583, 65 A. 913 (1907); Goldstein-Fineberg Co. v. State Board of Assessors, 83 N. J. L. 61, 83 A. 773 (19rz).
:t2 Commonwealth v. Southern Ry., 193 Ky. 474, 237 S. W. II (1921); Philadelphia v. Ridge Avenue Passenger Ry., 102 Pa.St. 190 (1883); 14FLETCHER, CYcr.oPEDJA. CoRPORATlONS, perm. ed., § 6892 (1932).
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4.
Preferred stock: subject to redemption has received special consideration by the legislature. The Michigan General Corporation Act 13
provides that where a corporation has purchased preferred stock which
is subject to redemption, such stock shall be considered by a corporation
as authorized but unissued. Thus a balance sheet of a corporation
which had purchased preferred stock subject to redemption woqld appear as follows:
Assets

Liabilities and Capital
Total liabilities_
$
Preferred stock
authorized_ $1,000,000
Less: unissued
stock ___
100,000

500,000

Stock issued and
outstanding _

900,000

Surplus ___ $ 500,000
Surplus used to
purchase preferred stock _
I 00,000

600,000

Total Assets-$2,000,000 Total Liabilities and Capital -$2,000,000
In considering the effect of the purchase of preferred stock: upon
the amount to be considered paid-up capital, it seems clear that under
the above provision such stock should be deducted from the amount
of issued preferred stock. Therefore in the above balance sheet the
paid-up capital would be $900,000. It should be noted, however,
that such an interpretation, as explained previously, will not reduce
the base for the privilege tax, unless there is a deficit. If there is a
deficit, a smaller privilege fee is paid by a corporation in this situation
than if the corporation had purchased non-redeemable stock: of its own,
if the conclusion suggested in subdivision 3 is sound. In view of this
fact, it would seem that the solution suggested in subdivision 3 is
erroneous unless a sound basis for distinguishing these two fact situations exists. The fact that preferred stock: subject to redemption usually
has a limited life, due to a provision in the articles of incorporation
that it shall not be reissued after redemption, would appear to be a
18

194.

Mich. Pub. Acts (1931), No. 195, § 37, as amended by Pub. Acts (1935),No.
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satisfactory basis for distinguishing between treasury purchases of redeemable and non-redeemable stock for privilege tax purposes. This
conclusion is further strengthened by the section of the Michigan General Corporation Act 14 which provides that if the articles prohibit the
reissue of any such shares so purchased, the corporation shall amend its
articles to reduce its authorized capital, or be subject to a penalty if such
is not done within thirteen months from such purchase.
Where preferred stock is redeemed from capital, the balance sheet
would appear as follows:
Assets

Liabilities and Capital
Total liabilities_
$ 500,000
Preferred stock
authorized_ $I,ooo,ooo
Less unissued _
stock ___
rno,ooo
900,000

Surplus

600,000

Total Assets __ $2,000,000 Total Liabilities and Capital -$2,000,000
In this situation the Michigan General Corporation Act 15· provides
that such stock shall be treated as authorized and unissued, thus it is
clear that such redeemed stock is to be deducted from the total authorized but unissued stock to determine what is to be considered paidup capital in computing the privilege fee. Therefore, in the above
balance sheet the paid-up capital would be $900,000. However it
should be again pointed out, that, as in the case of purchase of preferred stock subject to redemption, the tax base shall be the same as
where ordinary stock is purchased, unless the corporation has a deficit
on assessment date.
James A. Lee
14
115

Ibid.
Ibid.

